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Health insurance is the primary method Californians
use to access and pay for health care. However,
millions of Californians have inadequate health
insurance or lack coverage entirely. When care is
needed, the first inclination for these families is to
delay treatment that it is too costly and then hope for
the best. And when hope is not enough, these
families are forced to seek treatment that they often
cannot afford." When medical bills go unpaid, many
health care providers shift the costs onto those who
can pay—those with health insurance.

This cost-shifting amounts to a hidden tax levied by
providers on behalf of those who cannot pay, the
uninsured and underinsured. In our poorly designed
health care system, providers have little choice but
to shift costs. This results in an approximate 10
percent increase in health insurance premiums for
Californians. More specifically, the average
California family with health insurance will pay an
additional $1,186 in premiums for 2006. Individuals
purchasing insurance will spend about $455
annually in additional premiums.’

To fix California’s broken health care system, the
New America Foundation has proposed a system of
universal coverage based on shared responsibility of
costs among the government, employers, and
individuals.

California’s Uninsured

In 2003, more than 6.5 million Californians were
uninsured at some point.3 Of these, more than two-
thirds work in full-time jobs.* Young adults are the
most likely to be uninsured in California; more than
30 percent of those between ages 18 and 34 live
without health insurance coverage.” More than three

in five of the uninsured earn less than 200 percent of
the Federal Poverty Level (FPL, $33,200 for a
family of three in 2006), while more than one in five
uninsured are in families making more than 300
percent FPL ($49,800 for a family of three).

It is well documented that the uninsured live sicker
and have shorter lives.® Compared to the insured,
they do not receive the same amount or quality of
care.” This is true despite the fact that the uninsured
generally pay a higher percentage of their income for
health services out-of-pocket than those with
insurance.

Health Care is Not Free

The first step to understanding the hidden “cost-
shifting” tax is to understand that health care
providers must be compensated for their services. It
is an economic truth that, under any market system,
those who can pay more will have better access to
what they want. Nevertheless, given the life-saving
potential of timely health care, access to care is
sometimes granted for those who cannot pay. An
unpaid health care bill is technically referred to as
“uncompensated care,” meaning the provider is
unpaid by the patient or the insurer. As California’s
health care costs continue to skyrocket,
uncompensated care rates will continue to grow.

To varying degrees, all hospitals and physicians
provide some care for which they are not paid
directly. In fact, Federal law requires hospital
emergency rooms to stabilize patients regardless of
their ability to pay. This reflects our social
unwillingness to sanction gross denials of care based
on income, and in part, makes emergency rooms the
providers of last resort for all Americans.



Many hospitals—especially public hospitals and
some non-profit hospitals—have long traditions of
providing all the care their patients need, regardless
of ability to pay. Community health centers also
provide medical services and charge patients on a
sliding scale, usually raising far less in patient fees
from the uninsured than their health care actually
costs. After all, the main reason most uninsured stay
uninsured is that they cannot afford health insurance
or the price of retail health care.

Providers do not have unlimited pockets to secretly
finance the health care provided to millions of
uninsured (and underinsured) patients. Hospitals and
physicians anticipate the fact that the uninsured will
seek care each year. They prepare for this reality by:

o Setting prices for the insured that are higher
than expected costs.

o Cultivating supplemental funding streams
(e.g., charitable contributions, and
state/Federal grants that partially compensate
them for treating the uninsured, etc.).

o Planning to accept lower revenues than they
could otherwise earn.

o Seeking redress in bankruptcy court for past
unpaid bills.

Like any business facing a loss, providers must turn
elsewhere to cover costs when care is
uncompensated. “No margin, no mission” is an adage
that has long been applied in health care institutions,
including non-profit hospitals, meaning that an
organization must have sufficient revenues to
continue operations.

Calculating Hidden Costs of the Uninsured:
Explanation and Methodology

In this section, we discuss the methodology for
determining the portion of the average privately
insured family’s premium that is actually used to
cover the cost of the uninsured.

In 2006, approximately 8 percent of health spending
in California is devoted to the uninsured, or about
$16 billion. This conclusion is based on the
multiplication of two factors.® First, roughly 20
percent of Californians are uninsured, as cited above.
Second, the uninsured receive less care than the
insured.’ In California, the best estimates are that the
average uninsured person gets less than 40 percent of
the care received by the average insured person.”
This is lower than the national average of 50
percent."’

Of this total spending on the uninsured, California’s
uninsured actually pay for 40 percent of costs out of
their own pocket. This is based on national and
California studies that show the full-year uninsured
can spend 30 to 50 percent out of their own pockets
for health care, depending on age and other factors.'”
Assuming a midpoint of 40 percent for out-of-pocket
spending, there is still 60 percent of spending (or $9.6
billion) to be financed in some other way.

To help defray the remaining $9.6 billion," state,
Federal and local governments spend several billion
dollars annually. Yet even the largest programs in
California only offer $2 billion toward this need.
Also, these additional funds have a dual purpose of
defraying the cost of the underinsured (see next
section). We believe, on balance, the bulk of the $9.6
billion in uncompensated care costs are shifted to
private payers.

We conservatively estimate that about 10 percent of
California health care premiums can be attributed to
cost-shifting due to the uninsured."* This means that
cost shifting inflates the average annual premium for
a California family by $1,186. Individuals purchasing
policies pay an additional $455 annually in higher
premiums." These figures are derived from assuming
the amount to be shifted (4.8 percent of total health
spending) is extracted from private payers (who we
conservatively estimate to pay as much as 55 percent
of total spending).'®

Our estimate is slightly higher than other estimates of
the national average cost-shift because the percentage
of the population covered by private insurance—
wherein providers have some ability to influence
payment rates—is lower in California (55 percent)
than the national average (58 percent).'” This means
the required health spending must be extracted from a
smaller base. Our estimate is conservative for the
same reason. Nationally, private payers finance 55
percent of total spending. There are no recent
comparable estimates for California alone. Since the
privately insured population is a smaller fraction of
California’s population, it is highly probable that
private spending is less than 55 percent of total
spending. This makes the uninsured tax rate even
higher.

Cost-Shift to the Insured: Underinsured
Explanation and Methodology

Thus far, our analysis has only considered the impact
of the uninsured. It has yet to address the possible
cost-shift from the underinsured, individuals and
families with coverage policies that do not cover



what they actually need or that restrict provider
payments to levels that are below actual cost.
However, it is difficult to quantify precisely the
impact of the underinsured precisely because of a
lack of data surrounding the relationship between
indirect government spending on health care and the
actual cost of services provided to the uninsured and
underinsured. As the following demonstrates, there is
reason to believe that the underinsured, particularly
in California’s government programs, contribute
significantly to cost-shifting, thereby adding even
higher costs to private premiums.

This confusion on underinsured payments becomes
clear when one considers the suggestion that as much
as 85 percent of the costs incurred on behalf of the
uninsured and underinsured are paid for by a
combination of governmental subsidy programs.'®
However, it is unlikely these programs defray even
the costs of serving the uninsured, let alone the costs
of care for the underinsured. This 85 percent estimate
includes a variety of programs, such as Medicare and
Medicaid disproportionate share payments (DSH),"
Medicare’s Indirect Medical Education (IME),*
Veteran’s Administration (VA) plus Indian Health
Service budgets,” and spending on the National
Health Service Corps.” Yet, none of the dollars from
these programs flow to private physician offices or
many hospitals.

Moreover, DSH and IME payments are formally
designated as necessary to help fill the well-
documented shortfall in public insurance payments
for Medicaid and Medicare patients.23 In fact, a
recent national estimate of public sector
underpayment by Dobson et al concluded that private
payers, on average, pay 22 percent more than their
costs to make up for the totality of this public sector
shortfall** Public programs are often a source of
“underinsurance” in that they pay rates which are
significantly lower than those from other payers (i.e.
private insurers).

There is every reason to believe that this shortfall
occurs in California, just as it does nationally. For
example, Medi-Cal, California’s version of the
Federal Medicaid program that provides subsidized
insurance for low-income individuals, pays providers
roughly 9 percent less than the national average.
These payment rates are lower than 45 other states.”

Implications and Conclusions
Based on the analysis presented here, our best

estimate of an average private sector cost-shift due to
the uninsured is likely 10 percent. Given what is

known about the underinsured, the total cost-shifting
rate is likely much higher. Our fragmented health
care system leaves providers little choice but to shift
these costs to private payers, and the opaque nature
of the health care system hides these costs. These
findings have the following important implications.

o All Californians have an interest in covering
the uninsured. It is too easy for the 80
percent of Californians with insurance to
dismiss the uninsured as an issue that does
not affect them. Many businesses that offer
insurance today have this same belief.
However, as this analysis shows, the cost of
the uninsured is shared across those who
purchase private insurance in a way that
hides the true costs. Covering the uninsured
is a matter of self-interest for all Californians.

More importantly, our under-funded and
broken health care system puts everyone’s
health at risk. Uncompensated care means
that hospitals and emergency departments
face the threat of closure, and it means that
the resources needed to provide care are not
always available. A better funded health
system will make care more affordable,
accessible, and stable for all Californians.

o California’s future will be stronger if the
uninsured are covered. Though not a direct
part of this analysis, it is worth noting that
there is a broad economic interest in covering
the uninsured. America’s health insurance
gap has been estimated to reduce national
economic productivity by $65 to $130 billion
annually (2003 dollars).”® It is in California’s
interest to create a fair financing mechanism
so that people have coverage and employers
can compete globally. On an individual level,
research shows that at least half of all
bankruptcies are related to medical costs.
Also, insured children are healthier and better
ready to learn.

o An expansion of coverage would help
eliminate cost-shifting. A universal coverage
program with comprehensive care and
appropriate provider rates would eliminate
the need for cost-shifting. Over time, one
would expect that at least some of the shifted
dollars would be returned to California
families in the form of reduced premiums.
New America supports a system of shared
responsibility—among government,
business, and individuals—to cover all



Californians and Americans. Once health
insurance is made widely accessible and
affordable to all, then all individuals should
have the responsibility to obtain coverage.
New America’s plan released in 2005 to
cover all California’s uninsured children
called for over $1 billion in subsidies to
parents to make child health insurance
affordable.”’

Improved Medi-Cal provider payments
would address cost-shifting. As discussed,
data suggest that Medi-Cal has significantly
underpaid for services for an extended period
of time. By bringing Medi-Cal into closer
alignment with the payment rates of other
insurance providers in California, it would be
possible to reduce the need for cost-shifting
from the underinsured. By expanding Medi-
Cal coverage, it is also possible to decrease
the level of cost-shifting because there would
be fewer uninsured.

Covering the uninsured will require new
funds. As this paper shows, significant
money is already spent on the uninsured.
However, there will be barriers and
challenges in redirecting the savings from the
spending on the uninsured, as described in

this paper, to the purchase of coverage for
these same individuals and families.

o The private insurance system is increasingly
precarious.  Rising  health  insurance
premiums will continue to drive up the
number of uninsured in California, which
will continue to drive up the cost of
insurance premiums due to cost-shifting. As
a result, the trend of employers reducing and
eliminating coverage will likely continue,
creating a vicious cycle that weakens our
entire health care system. Other factors at
work to reduce insurance coverage—such as
financial pressure on employers to reduce
benefits in the face of global competition—
will only make this phenomenon worse.

The need for political leadership in California is
clear. If health care reform was easy, or free, it would
have happened already. This paper discusses cost-
shifting, which is just one more example that our
current health care system is not a system at all. The
opportunity costs of continuing our current “system”
are staggering. Too many go without the care they
need and deserve. Unless real change is made soon,
the individual health of Californians, and the health
of our economy, will continue to be at growing risk.
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